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ABSTRACT
'OPTIMAL FINANCIAL POLICIES IN AN OPEN ECONOMY 
THE U.K. CASE 1 BY S.DABYSING
The object of this study is to examine the 'monetary 
instrument 1 problem, at both theoretical and empirical 
levels, using a framework in which 'domestic 1 and 
'external 1 monetary policy are analysed concurrently. 
Our theoretical analysis generalises and extends some 
of the propositions on the stabilising properties of 
alternative financial policies in the case of a small 
open economy, subject to both internal and external 
shocks.
An econometric model of the -U.K. economy is built to 
test these propositions. To get our results, we make 
use of an optimal control framework which employs an 
objective function depicting the desires of the policy 
makers, to yield optimal paths for the target variables 
as well as the policy variables. Most of the results 
are of the open-loop deterministic type,although we 
also approximate a closed-loop stochastic system by 
perturbing the system with certain shocks and optimizing 
again.
Among the pegging regimens considered, the one involving 
targets for foreign reserves and the monetary aggregate 
seems to be preferable. However, the analysis also 
reveals that the policy makers should not adhere to the 
optimal rule, but should allow the paths of the 
intermediate targets to alter in response to new 
information as it becomes available. Since the quantitative 
results are model specific, the study should be regarded 
as demonstrating a methodology for the design of policy, 
rather than as offering actual policy guidance.
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tells us that an 'aggregates constant policy' mayor may not be 
perferable to a 'rates constant policy', whereas in the closed 
economy analysis of Poole under similar assumptions a money supply 
policy is better than an interest rate policy. According to 
Henderson, an 'aggregates constant policy' will be perferable to 
a 'rates constant policy' the higher the degree of substitutability 
between home and foreign securities. 
We should perhaps note that the comparison in Henderson (1979) is 
restricted to two regimens only, with one involving a pair of 
and pair of 'quantities.' However, a fuller treatment 
of the subject requires the examination of two more pegging regimens 
each involving a 'price' and 'quantity', that is an exchange rate 
and money supply policy and a foreign reserves and interest rate 
policy- This is done in chapter 2 where we analyze the relative 
merits of four different financial regimens (each involving a pair 
of intermediate 'domestic' and 'external' targets) for 
stabilization purposes. Thus our analysis can be considered as 
providing a general framework which embodies the work of Poole 
- who considers the closed economy analogue of the problem -
Henderson (1979) Turnovsky (1978) and others as special cases. 
Another problem with Henderson's analysis is that it deals with 
income stability only. As we have seen, in an open economy 
external stability is also improtant and as our analysis in 
chapter 2 shows, consideration of price stability adds an extra 
dimension as it were to the problem at hand. Once prices are 
endogenized though, there is the problem of price expectation to 
( 1 "> \ \ £. f. ) £1 
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In model B, though, we include a real-balance effect in the 
absorption function which we write as 
(g . >0, i 
l 
0, I , ... ) 
This is done in order to assess the role, if any, of the real 
balance effect on the monetary instrument problem. 
Going back to model A., the import function is expressed as 
z > 0 i 
E < 0 
i 
]J > 0 , i =0 , 1 . . . 
i 
Imports, Zt' is thus assumed to be dependent on the past levels 
of domestic income, the exchange rate E t , the domestic rate of 
change of prices proxied here by as well as a stochastic 
disturbance U2t ' so that we are ignoring the effects of changes 
in foreign prices which we take to be fixed. 
We formulate the price equation for model A as 
w" > 0 
l 
A"> 0 1 
i =0 ,1 , ... 
This says that the rate of change of domestic prices proxied by 
( 8 ) 6P is a function of demand pressures in the domestic goods 
t 
market proxied by 6y , changes in costs proxied by 
t 
as competitiveness of domestic products proxied by 
6W as 
t' 
6E (9) 
t . 
well 
This 
last effect can be rationalized by assuming that as the domestic 
price of foreign goods rise due to a depreciation of the exchange 
rate (an increase in E t ), domestic producers can increase their 
prices without suffering a fall in demand, thus Ai will be 
positive. 
h f h f d t " oney wages, proxl"ed by T e rate 0 c ange 0 omes lC m is 
assumed to be given by the following Phillips curve relationship: 
(9) (1 - 7T(L) = YtL)AY t +X(L)AE t
or as
(10) (1 - TT(L) ) AP =
L-
+ r'(L)Y + X E + A'(L)E + v.
t O t> t
Y > o
o
TT > O
o
X > o 
o


(18) Yt = (a (L)-z(L) )Yfc - t(L)Tt + p(L)Rt
(19) (1 - TT(L) )AP_ = Y Y + r'tDY,. + A E + A'(L)E. + V^tot tot tt
or
(19 ') AP fc = p Mfc + x'( L)M + ca Et + /ICUEj.  + Vt
(20) Mfc = 0(Ft + Dfc ) = m(L)Yt + 6(L)Rfc



(24) (1-TT > Ap = TT '( L ) AP. + . Y Y. +T »(L) Y^. +A E. 
ot tot tot
^ + V. tt
Cw (Y-Y) + w ( Ap -AP) + w (F -P) ] > 
t=l l ^ t J t
Setting Y = Y , AP fc = AP , F fc = F , = U
and <l> = in equations (23), (24) and (25) we get:
t t
U-TTJAP-TT' (L)AP - Y Y -F T (L)Y -A f (L)E^ - V ,.to t t t
(29) (Pt -F)
(32) C (1-a + z) (1- IT) +yy](Yt -Y) = (Ut -U fc )
so that
(33) C (1-(1- T0[ i-
1 - TT
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